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PREFACE 


It is obvious that the American System of freedom is being 
seriously challenged by and in fact is in a crucial competitive 
struggle with a ruthless totalitarian system. It is also agreed that 
the private and public educational institutions and churches are 
certainly among the strongest bulwarks against the ever rising tide 
of Communism. Fortunately, the business community is accept- 
ing responsibility for providing increased financial support to these 
free institutions. 


Soaring college enrollments and mounting educational costs 
emphasize the need for exploring all possible sources of educational 
funds. There is not in prospect any possibility of a letup in the 
quest for greater revenues to finance both public and private 
education. 


This monograph by Professor Vaden Streetman is an objective 
study of the real costs of contributions. It is issued by the Baylor 
Bureau of Business and Economic Research in the hope of con- 
tributing to a clearer and more widespread understanding of the 
potentialities and possibilities of private philanthropy as a source 
of funds for private education and other philanthropic purposes. 


Aupon S. Lane 

Dean, School of Business 
Baylor University 

Waco, Texas 
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THE REAL COST OF INDIVIDUAL CONTRIBUTIONS 


I 
INTRODUCTION 


It would be difficult to measure the contributions to the Ameri- 
can way of life and to the betterment of mankind which result from 
such great organizations as our churches, our privately supported 
universities, and our hospitals. Many well known colleges are 
privately supported institutions established many years ago, in 
many instances, before the Constitution of the United States was 
ratified. Our forefathers favored a system which kept our in- 
stitutions separated from the government. An institution free 
from governmental control and political pressures may well have 
more freedom in the pursuit of fundamental and scientific knowl- 
edge than an institution which is supported by the government. This 
is not to suggest that our state and federal institutions do not play 
an important part in our social, economic, and scientific develop- 
ment. The position of leadership of the United States in religion, 
education, and medicine must be largely attributed to the contri- 
butions made by both privately and publicly supported institutions. 
In these days of increasing costs we need to recognize that these 
institutions must have additional support. 

State and municipally supported organizations may meet their 
additional costs through new tax measures imposed upon the 
citizens of the governing unit. Most of the privately supported 
universities and hospitals depend upon endowments for a large 
part of their operating income. In the past few years, costs have 
increased much faster than private institutions have been able to 
augment their endowments. The fact that private accommodation 
of students or patients reduces the facilities that must be provided 
by the governmental unit should also be pointed out. Unless ade- 
quate support for such private institutions is forthcoming, the 
governmental units may be required to provide more facilities in 
the place of those which cannot be furnished by private organiza- 
tions. 

One answer to this financial problem has been to increase the 
charges to students or patients in private institutions. In most 
of these institutions, the current revenue is not sufficient to permit an 
expenditure of any part of it to increase its physical plant or 
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equipment. It has been estimated that the average additional cost 
for maintenance of a building added to an institution’s physical 
plant is from one to one and one-half per cent of the current re- 
placement cost of the building! The number of students and 
patients has increased during the past few years, and the future 
indicates that a much larger increase is to be expected in the next 
ten to twenty years.’ If these institutions are to continue to occupy 
their appropriate place in our society, they must have additional 
support from some source. In the interest of education, free of 
governmental control, it is desirable that such support should come 
from responsible citizens rather than from governmental units. 

One of the most important steps which has been taken in this 
direction is that private education and hospitals have been endorsed 
recently by generous contributions from the Ford and other founda- 
tions. In addition, some business corporations are matching the 
contributions made by their employees to the educational institu- 
tion from which they graduated. An expansion of this program for 
both business organizations and the employees would be of signifi- 
cant benefit to the university or hospital receiving the contribution. 
Modest gifts made annually by these organizations and their em- 
ployees would be equivalent to many times the amounts contributed 
in endowment. 


Several articles have been written recently on the cost of 
making these gifts. Generally these articles reach the conclusion 
that one may contribute financial aid to these institutions for a rela- 
tively small cost to the individual. The relative cost of these gifts 
is dependent upon the person’s income, the method, and the time 
of the contribution. 

The purpose of this study is to determine how and when con- 
tributions may be made to render the maximum financial assistance 
to an institution, and, at the same time, result in the minimum 
personal sacrifice to the individual donor. The present high income 
tax rates make it desirable that all donations by an individual be 
made to a recognized charity under a plan which would provide 
the greatest net tax benefit to the contributor. 


1Herbert C. O’Neil, “Budgeting for Maintenance Program,” College 
and University Business, November, 1955, p. 27. 

2C. S. Havens, “Preparing for the Tidal Wave,” College and University 
Business, December, 1955. 


: 
Sie 


BAYLOR BUSINESS STUDIES 7 


II 
CONTRIBUTION DEDUCTIONS ALLOWED 


The Federal Government has recognized a deduction for con- 
tributions to churches, hospitals, and educational institutions since 
the adoption of the Sixteenth Amendment. In recent years the 
deduction allowed annually has been increased from fifteen per 
cent to twenty per cent of adjusted gross income. In 1954 the 


amount allowed was increased under certain conditions to thirty 
per cent. 


The 1954 Internal Revenue Code allowed additional persons 
who contribute ninety per cent or more of their adjusted gross 
income to charity to deduct unlimited amounts of contributions. 
To qualify for the unlimited deduction of contributions, it is re- 
quired that the taxpayer contribute at least ninety per cent of his 
adjusted gross income in the present year and in eight of the ten 
preceding years. 


A very common question is, “Just what organizations are 
recognized by the Internal Revenue Service as qualifying the tax- 
payer for a contribution deduction?” Many of the more common 
ones are generally known to the public; however, other organiza- 
tions whose activities are not widely publicized may be claimed by 
the taxpayer in the preparation of his income tax return, In order 
that the public might be advised of all approved organizations, the 
Internal Revenue Service has published a booklet, Cumulative 
List of Organisations Contributions to Which Are Deductible. 
This list has been supplemented and brought up to June 30, 1952. 
These publications are available from the United States Govern- 
ment Printing Office at a nominal cost. Most tax consultants have 
these publications and will be happy to keep the taxpayer in- 
formed on recognized organizations. Usually all universities, 
churches, and hospitals are included in this approved list unless 
they are operated for the profit of an individual or a small group of 
individuals. 

Contributions can be deducted to the extent of thirty per cent 
only if a certain part of the gifts are made to certain types of chari- 
ties. For instance, one could not give thirty per cent of his ad- 
justed gross income to the United Fund and claim a full deduction 
for tax purposes. Since it is desirable for all gifts to be deductible, 
an individual should distribute his contributions properly. One 
general rule to follow is to contribute at least ten per cent of ad- 
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justed gross income to a church, hospital, or educational institu- 
tion. It should be pointed out that the entire contribution may be 
made to a church, university or hospital. 

Exhibit A has been prepared to illustrate the application of the 
ten per cent rule for special gifts and to show how the taxpayer 
may claim, under certain conditions, the entire amount of his con- 
tributions. For illustrative purposes, it was assumed that the tax- 
payer had an adjusted gross income of $30,000 and that he had 
made contributions of $9,000. A distribution in which all of the tax- 
payer’s gifts were deductible is demonstrated in Column 1 of 
Exhibit A. Column 2 illustrates how different allocation of the 
same amount of contributions resulted in $2,000 of his gifts being 
disallowed. The net additional taxes paid, therefore, would have 
amounted to $760. 


Exhibit A 
ALLOCATION OF CONTRIBUTIONS 
Column 1 Column 2 


Gifts allocated to Gifts allocated so 
gain full deduction that deductions are 


disallowed 
Contributions to Hospitals, Churches, 
and Educational Institutions: 
Hillview. Llospital 1,000 1,000 
Bapust Church 3,000 
Bavior Wniversity: 2,000 — 
Paul Quinn College 500 
Total 6,500 1,000 
10% of adjusted gross income __. 3,000 3,000 
Balance to be deducted under 
20% allowance 3,500 — 
Contributions to Other Recognized 
harities: 
Boy Scouts 100 500 
YMCA 100 600 
Salvation Army 200 100 
Red Cross 200 200 
Community Fund 1,000 2,000 
Boys Town 400 3,000 
American Cancer Society -......... 400 1,500 
Navy Relief Society -.................... 100 100 
Total to other than churches, 
hospitals, and schools —..... 2,500 8,000 
TOTAL 6,000 8,000 
20% of adjusted gross income ........ 6,000 6,000 


Total Contributions Disallowed ...... — 2,000 


— 
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III 
METHODS OF CONTRIBUTING 


Since several alternate methods of contributing to one’s church, 
university, or hospital are permissible, it is desirable to investigate 
the resultant effect of making a gift in some of the various ways 
that may be applicable. An understanding of the alternative 
methods and their results may be of assistance to the taxpayer in 
planning the method to be used in making his contribution. Some 
of the more common methods of making a contribution are cash, 
capital assets, farm products, and the assignment of oil payments. 


Cash 


Probably the most common method of supporting charitable 
organizations is through the contribution of cash. With graduated 
income tax rates the larger the income, the smaller is the net cost of 
such a contribution to the donor. This method of support is the 
most convenient to the organization and the donor. Since the 


Exhibit B 
THE COST OF A CASH CONTRIBUTION 

Taxable Income is less than for Cost of a gift of $100 

To the Savings in 

Joint Return Single Individual Taxpayer Federal Tax 
8,000 4,000 78. 22. 
12,000 6,000 74. 26. 
16,000 8,000 70. 30. 
20,000 10,000 66. 34. 
28,000 14,000 57. 43. 
32,000 16,000 oe 47. 
36,000 18,000 50. 50. 
40,000 20,000 47. 53. 
50,000 25,000 41. 59. 
60,000 30,000 38 62 
70,000 35,000 35 65 
80,000 40,000 31 69 
90,000 45,000 28 72 
100,000 50,000 28 72 
120,000 60,000 25 75 
140,000 70,000 22 78 
160,000 80,000 19 81 
180,000 90,000 16 84 
200,000 100,000 13. 87. 
250,000 125,000 89, 
300,000 150,000 10. 90. 


institutions require cash for current operations, it would be neces- 
sary to convert other forms of gifts into cash if they were to be 
used for such purposes. 
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Exhibit B shows the cost in dollars to the taxpayer and also 
the federal income tax to be saved on each $100 contributed. A 
married individual with taxable income (adjusted gross income 
less exemptions and authorized deductions) of $36,000 or a single 
taxpayer with taxable income of $18,000 may contribute $100 at 
a cost of only $50. A husband and wife, having taxable income in 
the amount of $100,000, who file a joint return may contribute 
amounts not in excess of thirty per cent of adjusted gross income 
for a net decrease in cash of $28 for each $100 contributed. The 
single individual with taxable income of $50,000 would also ex- 
perience a cash decrease of $28 on each $100 contributed. 


Capital Assets 


Through the gift of assets other than cash, it is possible for 
individuals to do much more for qualified institutions at an even 
smaller decrease in cash. Perhaps many individuals do not realize 
just how little a gift of this type would cost them. Under certain 
conditions these gifts may be made in such a manner that the donor 
will not actually experience any net loss in cash, even if the result 
is compared with the situation resulting from the assumption that 
the asset be sold at its present market value. 


In the event a taxpayer should contribute property other than 
cash, the basis for the deduction is the fair market value of the as- 
set at the date of the transfer. Since Internal Revenue Regulations 
do not require the recognition of appreciation on property trans- 
ferred as a gift or as a contribution to charity, gains on property 
owned for a long period of time would not be included in ad- 
justed gross income when given to the selected institution. For 
the same reason a loss cannot be reported as the result of a gift of 
property having a lower fair market value than cost or other basis. 
Since such gains are not taxed, the taxpayer would gain an ad- 
vantage in giving property other than cash because he would be 
able to claim a deduction for the fair market value of the asset con- 
veyed, and at the same time he would not be required to recognize 
the profit on the disposition of the asset. The sale of the property 
and the subsequent gift of the proceeds of the sale to charity would 
result in a capital gain being included in adjusted gross income. The 
contribution of property on which a capital loss was applicable 
would not be desirable since the loss cannot be recognized unless a 
sale has been made to establish the amount of the loss. Property 
with a higher basis than fair market value should be sold so that 
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the loss can be offset against gains from the sale of other capital 
assets during the calendar year. 

A contribution of non-cash assets might result in the tax- 
payer’s gaining a cash advantage. Naturally this appears to be 
impossible. This is feasible, however, because the property donated, 
no matter what its cost might be, is deducted at its fair market 
value. If the capital asset is sold, the gain must be recognized on 
the asset and taxed as a capital gain. The amount of the gain in 
a sale would be the difference between its adjusted basis and its 
fair market value. In most instances the adjusted basis is cost 
less depreciation or other deductions, or cost to the owner. Even 
though capital gains are subject to a maximum tax rate of twenty- 
five per cent, the value of the contribution deduction tends to over- 
come this advantage as the income increases. This advantage is 
greater for persons in moderate to high income brackets who are 
transferring assets acquired at costs that are relatively low in 
comparison to present fair market value. 


In order to better understand the relationship between cost 
or the adjusted basis and the fair market value, fair market value 
is defined as 


“., . the price which would probably be agreed upon by a 

seller willing, but under no compulsion to sell, and a buyer 

willing, but under no compulsion to buy, where both have 
reasonable knowledge of the facts.’ 

Contribution of capital assets held for more than six months 
can increase the amount of cash available for the taxpayer. The 
taxpayer must have an income in excess of $150,000 and some 
unrecognized gain present on the assets to be contributed. 

For example: 

Assume that John Hancock and his wife, Helen, consider 
donating certain corporation stock to the college from which they 
received their degrees. Assume also that their Americana Cor- 
poration stock was purchased in 1939 at a total cost of $13,000 for 
1,000 shares. In the meantime, Mr. Hancock had received stock 
dividends which increased the number of shares held without any 
change in the cost of his total investment. In addition to these 
stock dividends, the stock had been split so that his original 1,000 
shares now represented an investment of 10,000 shares with a 
present fair market value of $15 per share or a total value of $150,- 


3Tracy v. Commissioner, 53F, 2d, 575; 10 American Federal Tax Reports 


¥ 
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000. If he sells the stock, he will pay a tax on the gain at the rate 
of twenty-five per cent or $34,250. Transfer of the stock to rel- 
atives as a gift would likely subject the stock to a gift tax rate 
of at least two and one-fourth per cent. Federal gift tax rates vary 
from two and one-fourth to fifty-seven and three-fourths per 
cent. The actual tax on the gift would be contingent upon the 
amounts previously given to the donees, If the stock is retained 
until death, it would be included in the gross estate of the taxpayer 
and would be subject to federal estate and state inheritance taxes, 
Exhibits F and G list the rates now applicable on Gift and Estate 
Taxes, 

Mr, Haneock may profitably contribute all, or at least part, of 
this stock in 1956 to an educational institution or some other 
qualified organization, For illustrative purposes, it was assumed 
that Mr, Hancock is married and has two children, and that his ad- 
justed gross income from all sources other than dividends and 
capital gains was $300,000, The maximum gift that could be 
deducted in 1956 would be 6,000 shares with a fair market value 
of $90,000, If dividends are received in 1956 the amount of the 
maximum contribution would be increased since dividends increase 
adjusted gross income. Exhibit C compares the tax and cash 
position resulting from retention of 10,000 shares of the stock in 


EXHIBIT C 
CONTRIBUTION OF CAPITAL STOCK 
Column 1 Column 2 Column 3 
10,000 Shares 6,000 Shares 6,000 Shares 
of Stock of Stock of Stock 


Retained Sold for Cash Contributed 
Gross Income before Dividends 


and Gain on Stock Sale —_....... 300,000 300,000 300,000 
Taxable Dividends on Stock Held... 5,000 2,0 
50% of Long Term Capital Gain _ 39,600 

Adjusted Gross Income __... 305,000 341,600 302,000 
Less: 

Exemption Deductions —... 2,400 2,400 2,400 

Taxes, Interest, Medical, 

Misc. Ded. 12,600 12,600 12,600 

Charitable Contributions —_..... -0- -0- 90,000 
Taxable Income 290,000 326,600 197,000 
Tax Before Dividend Credit —........ 214,740 231,960 132,030 
Dividend Credit 200 80 80 
NET TAX LIABILITY 214,540 231,880 131,950 


Cash Balance to Family ................ 77,860 147,520 157,450 


: 
_ 
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Column 1, the sale of 6,000 shares in Column 2, and the contribution 
of 6,000 shares to an educational institution in Column 3. 


Exhibit C demonstrates how the Hancock family would be able 
to contribute $93,000 to a worth-while cause and at the same time 
not deprive the family of needed cash, A comparison of Columns 
2 and 3 indicates a cash gain of $9,930. 


Persons with adjusted gross incomes of less than $150,000 
might overlook the favorable result to be obtained in the contribu- 
tion of capital assets to the institution they wish to support. While 
it ‘s not expected that these individuals could actually increase their 
cash position by giving away property other than cash, the net 


Exhibit D* 
THE EFFECT OF UNREALIZED GAINS 
ON CAPITAL ASSET CONTRIBUTIONS 


Required Percentage Relationship of Cost 
to Present Value of Gift 


cash to taxpayer. > Value of Value of Value of Value of 
Gift Gift Gift Gift 
Fair 
Adjusted Market 
Gross Value 
Income of Gift 
Allowed 
40,000 12,000 x >: x 36.7 
50,000 15,000 x x x 46.4 
60,000 18,000 x x 9.3 49.3 
70,000 21,000 x a3 61.1 
80,000 24,000 x x 30.0 70.0 
90,000 27,000 x % 38.5 78.5 
100,000 30,000 + 6.7 46.7 86.7 
110,000 33,000 = 15.2 55.2 95.2 
120,000 36,000 x 23.6 63.6 100.0 
130,000 39,000 x 30.2 70.2 100.0 
140,000 42,000 x 36.0 76.0 100.0 
150,000 45,000 1.33 41.3 81.3 100.0 
160,000 48,000 6.8 46.8 86.8 100.0 
170,000 51,000 11.8 51.8 91.8 100.0 
180,000 54,000 16.7 56.7 96.7 100.0 
190,000 57,000 22.1 62.1 100.0 100.0 
200,000 60,000 27.0 67.0 100.0 100.0 
250,000 75,000 48.3 88.3 100.0 100.0 
300,000 90,000 55.6 95.6 100.0 100.0 
350,000 105,000 57.3 98.3 100.0 100.0 
400,000 120,000 59.1 99.2 100.0 100.0 
450,000 135,000 61.1 100.0 100.0 100.0 
500,000 150,000 62.4 100.0 100.0 100.0 
1,000,000 300,000 64.0 100.0 100.0 100.0 


* Based upon 1955 Tax rates for a joint return. Deductions for exemp- 
tions and other itemized deductions, the lessor of 10% of adjusted gross 
income or $15,000. 


& 


14 BAYLOR BUSINESS STUDIES 


result of a contribution of a capital asset would be to reduce the 
cost of the contribution. 


_ Two variable factors determine the amount to be saved in 
the contribution of assets other than cash. The first variable factor 
is the amount of adjusted gross income; the second is the gain in 
value which has accrued on the asset owned. 


Exhibit D has been prepared to show how the two variable 
factors, adjusted gross income and the relationship of cost to pres- 
ent fair market value, affect the cost of making a contribution. 
Column 1 lists adjusted gross incomes from $40,000 to $1,000,000. 
Column 2 gives the maximum amount that may be claimed as a 
contribution in the tax year from each amount of adjusted gross 
income. Column 3 shows the maximum per cent of cost to present 
fair market value in order that the cost of the contribution would 
not exceed zero, ten, twenty, or thirty per cent of the present fair 
market of the asset contributed. Exhibit D has been compiled upon 
the assumption that the taxpayer is married and that his deduc- 
tions for exemptions and item:zed deductions amount to either ten 


per cent of adjusted gross income or $15,000, whichever is the 
smaller. 


You will note that the taxpayer having adjusted gross income 
of $200,000 could contribute a capital asset owned more than six 
months to a charitable organization at no loss in cash if the cost 
of the asset contributed did not exceed twenty-seven per cent of its 
present fair market value. If his cost per cent was not more than 
s xty-seven per cent of present market value, he could make the 
gift for less than $10 on each $100 contributed. Taxpayers with 
$60,000 income may contribute $18,000 and not have a loss in 
cash of more than twenty per cent of the value of the asset con- 
tributed if its adjusted basis was not more than nine and one-third 
per cent of the present value. Reference to Exhibit B shows the 
cost of contributing each $100 cash to be $38. If the cost should 
be no more than forty-nine and one-third per cent, the gift may be 
made for less than $30 on each $100 contributed. 


Exhibit B shows the cost to an individual for gifts of cash in 
the various income brackets. With graduated rates the higher the 
adjusted gross income, the lower the cost to the donor. For a 
family with taxable income of $20,000 the cost of a cash gift would 
be sixty-six per cent of the amount given. The same family could 
reduce their cost of any amount given up to $6,000 to $46.50 on 


: 
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each $100 contributed if they gave a capital asset that had an ad- 
justed basis not in excess of fifty per cent of the present fair market 
value. 

Single individuals and heads of households can make gifts of 
capital assets advantageously at much lower adjusted gross income 
levels since the net tax rates are higher to these taxpayers than 
those applicable to married individuals. It is desirable to compute 
in advance the result of your proposed contribution with your tax 
consultant. Planning early in the tax year will reduce the cost of 
the gift since dividends, interest, and profits from the assets contrib- 
uted would not be included in the donor’s adjusted gross income. 


Farm Products 


The contribution of farm products to a church or related 
organization is not a new method of providing support to private 
institutions. While our country was predominantly agricultural, 
a large number of the churches were supported at least in part 
from the products of its members. Most of the members did not 
have cash because money was not as important in their economy 
as it is today. Even though the number of gifts of this type -s of 
less consequence than in prior years, contributions of farm products 
are still being made by some taxpayers. 

Many farmers are on the cash basis of accounting, which 
means that an item is not recognized as income until a sale of the 
commodity is completed. The question of what amount can be 
claimed for a contribution is of utmost importance to the taxpayer. 
In contributing an asset other than cash, the generai rule is that 
the amount to be deducted is the fair market value of the asset con- 
tributed. This rule is applicable to capital assets; however, prod- 
ucts raised or manufactured are not classified as capital assets. 
If the same rule applies to any asset, the amount allowed as the 
chairtable contribution would be the fair market value of the prod- 
uct on the date of the gift. 

Since the sale of farm products is not subject to the special 
tax treatment accorded the sale of a capital asset held for more 
than six months, the tax advantage to be gained by gifts of this 
type would be greater than those resulting from the contribution 
of capital assets with a similar increment. Gifts of assets such as 
buildings, land, and corporation stock result in a deduction of the 
full fair market value of the asset; however, the income from the 
sale of these assets would be limited to a maximum tax of twenty- 
five per cent of the total profit. This rate applies to all incomes 
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no matter how large. The sale of the farm products would result 
in ordinary income, subject to tax rates varying from twenty per 
cent to ninety-one per cent of the profit on the sale. 

The level of adjusted gross income which would permit the 
taxpayer to make a contribution of farm commodities to.a university 
or other qualified organization without a loss in cash would be 
lower than if the contribution were made in capital assets. A tax- 
payer, filing a joint return, with adjusted gross income of $40,- 
000 could, under certain conditions, contribute farm products 
valued at $12,000 without loss in cash to the family unit. This 
would be true even though the products might have been sold. If 
the Internal Revenue Commissioner’s recent ruling* requiring the 
deduction of expenses of raising the products is to be followed, the 
cost of producing the commodity must not exceed $2,000. 

One difficulty arises in this method of making a contribution. 
The Commissioner upon at least two occasions has sought to add 
the fair market value of the farm products contributed to adjusted 
gross income. This treatment would defeat the advantage of mak- 
ing the gift in commodities rather than cash. These rulings were 
contrary to the generally accepted principle that a gain cannot be 
realized unless a sale or taxable exchange takes place. Three 
separate rulings> were issued by the Commissioner which would re- 
qu re the inclusion of the fair market value of the products con- 
tributed in adjusted gross income. These rulings did not object to 
the deduction of the expenses of production. 

Two cases held the Commissioner in error in his contention 
that the value of the contributions must be included in income. In 
a case® involving a taxpayer who had donated wheat to the Federal 
Council of Churches and the Friendship Train, a United States 
District Court in Kansas held that the fair market value of wheat 
contributed was not to be included in adjusted gross income. The 
opinion in this case was that income could not be realized without 
a sale or taxable exchange. 

In another case,’ the taxpayer had donated calves to be selected 
at a later time to a charitable organization. These calves were not 


4“Revenue Ruling 55-138”, Internal Revenue Bulletin, 1955-11. 

5I.T. 3910, 1948-1 Cumulative Bulletin 15. 

I.T. 3932, 1948-2 Cumulative Bulletin 7. 

Special Ruling, October 8, 1951, 525 Commerce Clearing House, 6125. 

6White v. Broderick (DC) 52-1, United States Tax Court, p. 9238, 104 
Federal Supplement 213. 

7Campbell v. Protho (CA-5) 54-1, United States Tax Court, p. 9155, 
209 Federal 2d. 
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segregated from his herd before they were sold along with cattle 
belonging to the taxpayer and those belonging to a partnership of 
which he was a member. The Commissioner contended that the 
taxpayer donated cash rather than livestock. Applicable points of 
the decision are quoted as follows: 


“The fundamental defect in the Government’s position in the 
case at bar is that the animals here in question did not per se 
represent income. The plan or scheme of the income taxing 
acts is that from the realizing and recognized gross income of 
the taxpayers, there is subtracted or withdrawn all deduc- 


tions allowed by law, and the remaining balance or net income 
is subject to tax...” 


“Gains from raised animals can only be realized if and when 


they are sold or disposed of by their owner for value in a 
taxable transaction.” 


Judge Rives, in dissenting, discussed at length the point that 
the calves donated had not been separated prior to the sale from 
the other cattle with which they were sold. Perhaps his failure to 
contest the question of the inclusion of the fair market value of 
the calves in adjusted gross income is of significance. 


These two cases and the rulings of the Commissioner do not 
leave a clear picture for the taxpayer. The taxpayer should have 
been aware of the situation likely to result if the amount of the 
contribution claimed is large. Should the Commissioner refuse to 
acquiesce in these decisions, disallowance of the exclusion of such 
items from gross income is likely. Under these circumstances, ad- 
justed gross income would be increased for the amount of the 


contribution, and the tax on the deficiency would be collected with 
interest. 


The taxpayer could have relied upon the two court decisions, 
and he could have excluded the value of the products from ad- 
justed gross income. If the Commissioner challenged the exclusion, 
the taxpayer could pay the additional tax and interest and not 
contest it in the courts or he could retain legal counsel to carry 
his claim to the tax court. In the light of the two decisions, the 
taxpayer would have been in a favorable position. 

The Commissioner now accepts the ruling in the Protho case 
so far as the exclusion of the fair market value of the farm products 
contributed is concerned. The ruling* would not allow the cost of 


8“Revenue Ruling 55-138,” Internal Reveneu Bulletin, 1955-11. 
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producing the product or livestock to be included in the expenses 
of the farm. The net result of the ruling is that the profit on the 
farm product contributed is deductible as a charitable contribution. 

Where the relation of fair market value and direct expenses 
results in large gains, the taxpayer could contribute farm com- 
modities valued at thirty per cent of adjusted gross income to an 
advantage. With the 1955 ruling in force, it would appear that a 
challenge is not likely unless the taxpayer claims the expenses of 
production of the products contributed as an expense. 


Assignment of Oil and Gas Payments 


A recent decision in the Tax Court of the United States makes 
it very easy for oil and gas operators to contribute an overriding 
royalty or a production payment to a church, a university, or a 
hospital without a resulting loss in cash to the taxpayer. If this 
case is not reversed, the donor may contribute a production pay- 
ment of a specified amount and deduct the fair market value of 
the production payment as a charitable contribution. When the 
future income had paid the amount specified to the inst:tution, the 
mineral rights would revert to the donor. 

This method of making the donation is especially desirable 
since the fair market value of the gift is deductible as a contribution ; 
yet, no income will have been earned or will be included in ad- 
justed gross income. When a gift of this type is made, the amount 
of adjusted gross income necessary to enable the gift to be made 
without loss of cash to the taxpayer would be lower than that 
necessary for the donation of buildings, land, or capital stock with- 
out a loss of cash. 


In the latest case, a taxpayer and his wife, Lester A. Nordan - 
and Pearl N. Nordan, made a gift to their church of a limited pro- 
duction payment which was payable out of minerals from two 
leases. Full and complete title to the property was conveyed to the 
church until the specified amount of the oil payment had been re- 
ceived by the church. If the full amount of the oil payment had never 
been collected, the property interest conveyed would never have 
been returned to the taxpayr, his wif, or their heirs. The assign- 
ment further provided that should the production not complete the 
payments of their agreement, the taxpayer was under no obliga- 
tion to pay the balance of the amount specified in the agreement. 


9Nordan and Nordan vy. Commissioner, The Tax Court of the United 
States, August 31, 1954, No. 4226. 
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As soon as the amount specified had been received by the church, 
the conveyance would expire, and the t:tle to the remaining minerals 
under the land would revert to the grantors, heirs, or their assigns. 

Even though the amount specified in the assignment was $115,- 
000, the fair market value of the gift on December 1, 1949, was 
$111,925.95. The taxpayer claimed as a deduction under charitable 
contributions the fair market value of the oil payment in his 1949 
income tax return. On January 1, 1950, the church sold the prop- 
erty conveyed to them to another party for $109,825 in cash. Dur- 
ing 1950 an oil company paid $115,000 on the property to the as- 
signee of the church. None of the money was paid nor available 
before January 1, 1950. 


The dispute in this case arose when the Commissioner added 
$109,825 to the taxpayer’s income and allowed a depletion deduc- 
tion of $30,201.87. The Commissioner disallowed the deduction 
of the contribution in 1949 entirely. The contention of the Com- 
m.ssioner was that the assignment was nothing more than an as- 
signment of future income, not the assignment of the property 
from which the income was derived. 

The Tax Court, with very little discussion, found that income- 
producing property had been assigned ; therefore, the income from 
the property was income to the owner of the property at the time 
the income was produced. 

It was the opinion of the court that this case was not distin- 
guishable in principle from the Nail case,!° in which it was held 
that property had been transferred, not merely the assignment of 
future income. The Commissioner withdrew his agreement to the 
Nail case in 1949. Taxpayers might expect the Commissioner to 
attempt to add to their adjusted gross income the income collected 
by the institution. 


The net result of a gift of this type is illustrated in Exhibit 
E. Column 1 assumes that the oil production is retained, and 
Column 2 illustrates the result of a contribution of an oil payment 
of $30,000. The taxpayer had total income from oil production of 
$200,000 and could claim two exemptions. In the illustration the 
oil payment is deducted for $29,000 rather than $30,000. The 
deduction cannot be for more than the fair market value of the 
asset. It will be observed that the taxpayer would have more cash 


10R. E. Nail, et al, Executors, 27 Board of Tax Appeals 33. 
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left if he gave the oil payment to a charitable organization than he 
would should he retain the property. 


Exhibit E 


CONVEYANCE OF OIL RIGHTS TO 
CHARITABLE INSTITUTIONS 


Column 1 Column 2 

Oil Payment O21 Payment 

Retained Given To 

Charitable 

Institutions 

Income from oil and gas operations =. 200,000 200,000 
Deduct: Oil payment transferred to University 30,000 
Total 200,000 170,000 
Depletion Allowance 46,750 
Adjusted Gross*Income 145,000 123,250 
Less: Deductions exclusive of charitable ded._ 5,000 5,000 
Charitable ded. (fair market val. of of payment) 29,000 
Personal deductions 1,200 1,200 
Tax 83,304 45,036 
Less: Personal deductions _. 5,000 5,000 
Income Tax payment 83,304 45,036 


Miscellaneous Considerations 


It is possible for a taxpayer to transfer ownership of propetry 
for a period of years to a charitable organization ; and, in so doing, 
claim as a deduction the fair market value of the property assigned 
as a contribution. Under this plan, the income from the property 
will be income to the charitable institution. The Supreme Court 
ruled on an assignment of this type as follows: 

“The fruit may not be attributed to a different tree from 

that on which it grew.”!! 

This ruling means that a taxpayer could not escape the tax on 
his salary or bond coupons by assigning them to a charitable 
organization. The taxpayer could escape the tax on income by 
the asignment of the bonds themselves to the institution. In this 


llLucas v. Earl, United States Tax Court, p. 496, 286 U.S. 111. 
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situation, he would have transferred the “tree”—not merely the 
“fruit.” 


Occasionally taxpayers convey cash or other assets to a 
recognized institution in exchange for payment of a fixed amount 
of income to them for Lfe. An annuity purchased in this manner 
may result in an allowable charitable contribution. The deduction 
aliowed is the difference between the fair market value of the asset 
transferred and the cost of a similar annuity contract from an in- 
surance company. 


Individuals who wish to contribute amounts in excess of thirty 
per cent of their annual adjusted gross income could make a def- 
inite pledge of several times that amount, and the payments could 
be handled to get full tax deduction on the total gift. It could be 
planned so that payments each year would not exceed thirty per 
cent of adjusted gross income. The university or church could not 
spend this pledge. However, the purpose for which the gift was 
to be used and the financial position of the donor might influence 
the university or church to borrow funds in anticipation of the 
payments on the pledge. 


Better planning for those indiv:duals with incomes from $8,000 
to $11,000 may, under certain circumstances, save moderate 
amounts of taxes. Many of these families wish to contribute at 
least ten per cent of their adjusted gross income each year to de- 
serving institutions. To illustrate the point let us assume that the 
taxpayer owns his home and that his total contributions, local 
taxes, and other authorized deductions are $1,200 each year. If 
the joint income is $10,000, the taxpayer may use the standard 
deduction of $1,000 each year. The taxpayer could pay an annual 
pledge of $1,000 to his church or university monthly during 1956 
and near the end of 1956 make his contribution for 1957 in one 
payment. If the taxpayer contributes ten per cent of adjusted 
gross income to these organizations, he could have a deduction of 
$2,000 for contributions and $200 for taxes and other allowable 
deductions in 1956. In 1957 the taxpayer would use the standard 
deduction. His tax liability in 1956 would be $1,372. In 1957 under 
the above assumption, he would pay taxes in the amount of $1,636. 
The net savings would be $176 over the two year period. Taxes of 
$200 each year could be handled in the same manner as the con- 
tributions. The additional savings would be $44. The income tax 
savings would exceed the cost of borrowing the cash necessary to 
pay these items in this manner. 
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IV 
CONCLUSION 


Churches, educational institutions, and hospitals occupy an 
important place in the community ; therefore, they deserve support 
from interested individuals. The trend toward the acceptance of 
increased responsibility by the private institution naturally will 
require an expansion of the financial budgets of these institutions. 
Responsible citizens have given financial assistance in the past 
and must in the future give them increased financial assistance. 

Support for churches, hospitals, and educational institutions 
may be given in several ways. Even though cash contributions are 
the most desirable to the institution, this method may cost the 
taxpayer more than some of the other methods of making a con- 
tribut:on. Gifts of capital assets, farm products, and oil payments 
have been made advantageously by some taxpayers. Under certain 
conditions, taxpayers were able to contribute these assets without 
any appreciable cost to themselves. In some instances their cash 
position was improved. 

Contributions made in assets other than cash often result in 
d.fficult accounting and legal questions ; therefore, taxpayers should 
secure competent tax advice before entering into any of these 
transactions. 
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Taxable Estate After 


Exemptions Before 

Charitable Deductions 
50,000 
100,000 
200,000 
300,000 
400,000 
500,000 
600,000 
700,000 
800,000 
900,000 
1,000,000 
2,000,000 
4,000,000 
10,000,000 


Amount of 
Taxable Gift* 


10,000 
20,000 


2,000,000 
5,000,000 


Exhibit F 
FEDERAL ESTATE TAXES 


Federal Tax On 
Estate* No 
Contributions Made 

7,000 
20,700 
50,700 
81,700 

113,700 
145,700 
180,700 
215,700 
251,700 
288,700 
325,000 
753,200 
1,838,200 
6,088,200 


Exhibit G 


Cost to the Estate of A 


$10,000 
7,800 
7,200 
7,000 


FEDERAL GIFT TAXES 


Tax 


If Spouse Does 
Not Join in Gift 


564,900 
1,851,150 


Contribution of 


$100,000 $500,000 


79,300 
70,000 ——— 
69,000 
68,000 
68,000 354,000 
65,000 340,000 
65,000 335,000 
64,000 330,000 
63,000 325,000 
63,000 320,000 
55,000 275,000 
41,000 205,000 
24,000 120,000 


* Based upon rates applicable to the 1954 Internal Revenue Code. 


Tax 
If Spouse Joins 
in Gi 


* Based upon rates for 1955 after deduction of gifts to qualified persons 
over and above specific exemptions allowed. 


6,800 

6,800 

6,500 

6,500 

6,300 

6,300 

5,500 

2,400 

375 225 
1,200 750 

30,000 2'250 831.25 
40,000 3,600 2,400 
50,000 5,250 3,450 
60,000 7,125 4'500 
70,000 9/225 5,850 
80,000 11,325 7,200 
90,000 13,425 8'850 
100,000 15,250 10,500 oe 
150,000 26,775 20,550 
200,000 38,025 31,050 
250,000 49,275 40,300 
300,000 61,275 53,550 a 
350,000 73,275 64,800 
400,000 85,275 76,050 
450,000 97,275 87,300 
500,000 109/275 98/550 
1,000,000 224,275 218,550 
448,550 
1,497,300 
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